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This study focuses on earnings quality by investigating the quality of accruals using the approach 
introduced by Dechow & Dichev (2002). One essential element is the role of accrual estimation errors, 
and another is whether the equity market impounds information about the quality of earnings. The basic 
assumption is that the quality of accruals and earnings is decreasing as the magnitude of estimation 
errors in the accruals is increasing. The paper contributes to the literature on accrual (and earnings) 
quality by investigating not only the quality of aggregated accruals but also the quality of some more 
specific company key accruals, where especially the two balance sheet accounts, inventory and accounts 
receivable, are of interest. This is documented and discussed by relating empirical measures of the 
quality of the different specific key-accruals as well as aggregated accruals quality vs. observable firm 
characteristics (e.g. volatility of accruals and earnings, etc.). Further, since an analysis of this type in 
general can be said to be somewhat mechanical, it is also investigated whether and how, the equity 
market (e.g. observable earnings-price-ratios) impounds information about the quality of the different 
accruals and earnings. 
 
 
1.  Introduction 
During the last decades a popular research field has been the topic “earnings management”. Very central 
in this research, the definition of earnings management by Schipper (1989, p. 92) remains: 
 
“… a purposeful intervention in the external financial reporting process, with the intent of obtaining 
some private gain (as opposed to, say, merely facilitating the neutral operation of the process)”. 
 
This seems quite clear, but one must agree with Dechow & Skinner (2000) that “this definition is 
difficult to operationalize directly using attributes of reported accounting numbers, since they center on 
managerial intent, which by nature is unobservable”. 
 
In order to discuss these ideas further, the starting point will be when the financial statement is about to 
be made regarding some time-period, where the income statement (among other things) will show the 
company’s net earnings. However, this earnings figure can always be separated into a cash flow part and 
an accruals part, where the cash flow is perceived as a given. This is in contrary to the accruals, which 
reflect a natural development in the company’s working capital due to the company’s basic economic 
conditions, as well as some discretionary management behavior regarding valuation and estimation. 
 
In this context the level of earnings quality can be defined in terms of the relation between the accruals 
and the cash flows, suggesting that managerial intent affects the occurrence and magnitude of potential 
(current) accrual estimation errors, since accruals require assumptions and estimates of future cash 
flows. Since the presence of cash is important, the purpose of computing accruals is simply a mean to 
shift or adjust the recognition of cash flows over time so that the computed earnings better measure firm 
performance. Consequently, earnings quality is inversely related to the amount of time elapsed between 
income recognition and cash collection. This is also often referred to as the “closer-to-cash” definition, 
which relies on the assumption that, given some earnings as a starting point, it would be obvious to 
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assume that potential investors (risk-averse) prefer value-at-hand (cash) – in the long run they cannot get 
the accruals part of the earnings paid out as dividend, while the cash from operations can be paid out.  
 
High quality earnings are seen as a good indicator of future earnings. Numerous studies suggest that 
firms manage their earnings over time. As such, a number of studies use models of “discretionary 
accruals” to investigate the eventual manipulation of accruals to achieve earnings management goals, 
since the role of the accruals is simply to shift or adjust the recognition of cash flows over time so that 
the adjusted earnings better measure firm performance
2.  
 
In this paper the aspect of earnings quality will be investigated further by using an empirical aggregated 
measure of accrual quality (and thereby indirectly of earnings quality). It will be documented how this 
earnings quality measure relates to firm characteristics in a small non-US market, namely Denmark 
(DK). Briefly, the accounting environment in DK compared to the US can be said to have more flexible 
accounting principles, leaving more accounting choices to management
3. This could lead to the 
assumption that the accrual (and earnings) quality should be relatively poorer in DK, but this tendency 
might be somewhat counteracted by the fact that traditionally, the demand for earnings performance is 
not as pronounced in DK as it is in the US. In order to make a critical examination of the relationships, 
the aggregated accrual quality measure is subdivided into the two key specific accrual measures, 
accounts receivable and inventory, as well as a residual, other working capital items, in order to 
investigate how these specific accruals perform. The motivation for doing this is the fact that due to the 
accounting regulation in DK (and in the US), these two accounting items, inventory and accounts 
receivable, are the two only accounting accruals that can really be influenced by management 
judgments. Indeed, the relation between earnings quality and the accounting regulation might be very 
important, for which reason this one aspect is developed a little further: since (accounting) regulations 
tend to change over time, not continuously but from time to time, the DK accounting regulation history 
has been investigated, leading to the conclusion that relevant changes during the last 30 years center 
around 1981 and 1991/92, giving us the possibility of comparing the earnings quality measures to the 
accounting regulation.  
 
Despite the relevance of all these relations, they seem somewhat academic and lead to the very 
interesting and relevant question: What does the market say? This will be evaluated by relating the 
derived accruals and earnings quality measures to the market pricing of the same firms by issuing 
relevant multiples, here earnings-price ratios are introduced. 
 
The remainder of this paper is organized as follows: Section 2 presents and describes the approaches to 
earnings quality used in the paper. Section 3 describes the sample selection and earnings quality proxies. 
Empirical results are provided in Section 4, the first two parts are relating to accrual quality and firm 
characteristics, while the last part is concerning the link to the equity market, and Section 5 concludes. 
 
 
2.  Approaches to earnings quality and calculation of metrics 
The approach presented in the Dechow & Dichev (2002) paper is used when obtaining metrics 
measuring earnings quality (EQ). This approach relies on associations between accruals and accounting 
fundamentals to separate an accruals measure into normal and abnormal components. Under this 
framework, the larger the unsigned abnormal component of the accruals measure, the lower earnings 
quality. Other measurement approaches, like the one which assesses earnings quality by reference to 
discontinuities in the distribution of earnings outcomes around some target (e.g. Burgstahler & Dichev 
(1997)) are not considered, because they cannot be applied to the majority of the earnings distribution. 
 
 
2 See Healy & Wahlen (1999), Beaver (2002) and McNichols (2000). 
3 Denmark is a member of the European Union for which reason the Danish accounting legislation does not counteract the 
different EU-directives. But until now, the International Accounting Standards, IAS, have only partly been implemented in 
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The current accruals are calculated by using information from the balance sheet and income statement, 
rather than from the statement of cash flows, as it ensures a complete and stringent dataset – the (older) 
cash flow statement data are less complete than balance sheet and income statement data. The 
definitions follow those of Francis et al (2002) and Dechow & Dichev (2002): 
 
∆Accrualsjt = Profjt - CFOjt  
 
∆WCjt = (∆CAjt - ∆CLjt - ∆Cashjt + ∆STDEBTjt ) 
 
Earnjt = CFOjt + ∆WCjt 
 
where    ∆Accrualsjt  = change in firm j’s total accruals in year t, 
∆WCjt  = change in firm j’s total current accruals (the working capital) in year t, 
CFOjt  = firm j’s cash flow from operations in year t, 
∆CAjt  = firm j’s change in current assets between year t-1 and year t, 
∆CLjt  = firm j’s change in current liabilities between year t-1 and year t, 
∆Cashjt = firm j’s change in cash between year t-1 and year t, 
∆STDEBTjt = firm j’s change in debt in current liabilities between year t-1 and year t, 
Profjt  = firm j’s net profits (earnings) in year t, 
Earnjt = firm j’s earnings before long-term accruals in year t, 
 
The earnings quality metrics used are based on Dechow & Dichev’s (2002) model, hereafter referred to 
as the DD-model, in which earnings are captured by the extent to which working capital accruals map 
into operating cash flow realizations, where some of the cash flow in one year is realized in the current 
year while part of the cash is related to earnings in the past or the future year. The model is based on the 
idea that, regardless of management intent, earnings quality is affected by measurement and estimation 
errors in accruals. Intentional estimation errors arise from incentives to manage earnings, and uninten-
tional errors arise from management lapses and environmental uncertainty; however, the source of the 
error is irrelevant in this approach. The DD-model approach separates past, current and future accruals 
based on their association with cash flows in a more formal model, which is converted to a practical 
measure by regressing working capital accruals on cash from operations in the current period, past 
period and future period, and using the unexplained portion of the variation in working capital accruals 
as an inverse measure of earnings quality. To derive this earnings quality measure, the following firm-
level time-series regression is used (at least five firm-specific residuals are required): 
 
∆WCjt = b0 + b1CFOjt-1 + b2CFOjt + b3CFOjt+1 + εjt    (1) 
 
where    ∆WCjt  = the above change in firm j’s total current accruals in year t, 
CFOjτ  = firm j’s past, current and future cash flow from operations in year t 
  εjt = firm j’s error term in year t. 
 
If the conversion from the formal DD-model to the more practical measure is perfect, all the absolute 
magnitudes of the estimated coefficients will be near the theoretical values of the coefficients in 
equation (1), b0 = 0.00, b1 = 1.00, b2 = -1.00 and b3 = 1.00 respectively, and the adjusted R
2 for the 
model will be acceptable. Assuming this happens to be the case, the standard deviation of the residuals 
as a result of the OLS regression, s(εjt), is used as a firm-specific measure of accrual quality, where a 
higher standard deviation implies a weaker relation between the past, current and future cash flows and 
the change in working capital (current accruals), which again implies lower quality. This standard 
deviation is called sresid by Dechow & Dichev (2002), 
 
This way of modelling the relation, exactly how Dechew & Dichev did it, results in an aggregated way 
of looking at the relation between cash flow and accruals. As pointed out by McNichols (2002) in her 
discussion of the original Dechow and Dichev (2002) model presentation, “...the complexity associated     Page 4 of 13 
with modelling the estimation errors in aggregate accruals is daunting, and the construct validity 
associated with a proxy based on aggregate accruals seems low”. In order to improve the modelling of 
the cash flow generating process, a major point would be to focus on specific accruals to permit a more 
complete characterization of the relation between accruals and cash flows, which also might result in a 
better understanding of the role played by estimation errors. Inventory and accounts receivable 
traditionally can be (significantly) determined by managerial estimates (as well as some “natural” 
development in the overall firm-activity), for which reason we will focus on these two key working 
capital items. As a matter of fact, at the present due to the increasingly strict (Danish) accounting 
regulations, the items inventory and accounts receivable are the only ones left where management 
reporting judgement can really be materialized in the figures. Concerning accounts payable, auditors 
will now typically require very specific and stringent documentation, if the transactions have not 
materialized when the audit finishes some two to three months (at the latest) after the financial-year 
closing date. 
 
Hence, by definition the change in a firm’s total current accruals can always be separated: 
 
∆WCjt =∆INVjt +∆ARjt +∆WCOjt  
 
where    ∆INVjt  = change in firm j’s inventory in year t, 
∆ARjt  = change in firm j’s accounts receivable in year t, 
∆WCOjt  = change in firm j’s all other total current accruals in year t, 
 
By using this relation one can develop equation (1) further simply by inserting and rearranging to get 
statements for the above three specific accruals. For example, since ∆INVjt =∆WCjt -∆ARjt -∆WCOjt , 
one can express the change in the inventory accrual based on equation (1) in the following way: 
  
∆INVjt = ь0 + ь1CFOjt-1-∆ARjt-1-∆WCOjt-1) + ь2(CFOjt-∆ARjt-∆WCOjt)  
+ ь3(CFOjt+1-∆ARjt+1-∆WCOjt+1) + έjt  
 
Therefore, using the basic ideas in the DD-model, regressing separate inventory accruals on cash from 
operations, corrected by changes in other working capital accruals than inventory, in the past, the present 
and the future period and using the unexplained portion of the variation in the separate inventory 
accruals, lead to an inverse measure of the inventory-item-related earnings quality. Exactly as in 
equation (1), to derive this earnings quality measure, at least five firm-specific OLS-regression residuals 
are required, after which the standard deviation of these residuals is calculated, like the above sresid. 
 
Equivalently, one can develop analogous expressions  by similar corrections of equation (1) in order to 
construct  expressions of change in accounts receivable accruals and change in other working capital 
accruals giving us in total four sresid expressions: These include sresid(∆WC) which is the aggregated 
accruals quality measure, and the same as the original Dechew & Dichev (2002) measure, as well as 
sresid(∆INV), sresid(∆AR) and sresid(∆WCO), which express specific inventory accruals quality, 
accounts receivable accruals quality, and residually other working capital accruals quality respectively. 
 
Concerning the market-based tests, where the sresids are related to capital market data, two different 
earnings quality metrics are defined based on cross-sectional regressions using the DD-model approach 
and inspired by Francis et al (2002): one using the absolute value of the firm-specific regression 
residual, in the above equation (1), and one using the firm-specific time-series standard deviation of the 
regression residuals (at least five full data sets are required generating the above sresid). Since equation 
(1) is estimated for each of the companies with at least 8 data observations, these estimations yield firm-
specific residuals for each year t, and form the basis for the two earnings quality time-series metrics.  
 
•  EQ1 is the absolute value of firm j’s residual in year t, |êjt|. 
•  EQ2 is the time-series standard deviation of these firm specific residuals, s(êjt).     Page 5 of 13 
 
Both larger absolute residuals and larger standard deviations of residuals suggest poorer accruals and 
consequently also poorer earnings quality. Consistent with the literature and throughout this paper, all 
variables are scaled by lagged total assets, while the extreme values (outliers) are deleted. 
 
When evaluating the market-based tests, there could be potential bias by comparing net profit figures 
(the bottom line) and the two earnings quality metrics, since the DD-model was originally only applied 
to handle current accruals. In principle, the DD-model approach could be applied to total accruals, but as 
a practical matter the long lags between non-current accruals and cash flow realizations preclude this 
extension, as the model only takes the present, past and future periods into account. It is therefore an 
empirical question whether the Dechow & Dichev approach (linking earnings quality to the working 
capital-cash flows relation) provides similar or different information about earnings quality, than a total-
accruals approach (linking earnings quality to the association between total accruals or total current 
accruals and accounting fundamentals). Therefore, in order to allow for this potential bias, the analysis 
will be carried out using net profit (bottom-line) figures as well as calculated figures representing 
earnings before long-term accruals. 
 
To summarize, the method based on the Dechow & Dichev (2002) approach to separate (current) 
accruals into normal components (associated with accounting fundamentals) and abnormal components 
(i.e., accruals that are not statistically associated with accounting fundamentals) is applied. Two EQ 
metrics, which capture various aspects of abnormal components of accruals are constructed – the weaker 
the association between accruals and accounting fundamentals, the lower expected earnings quality. 
 
 
3.  Sample selection and descriptive statistics 
Accounting data are mainly retrieved from the database “Account Data”, owned by the Copenhagen 
Business School, and supplemented by some official Financial Statements published by individual firms. 
In this database some adjustments to the figures are made in order to improve the comparability, where 
different accounting practices are allowed. The sample consists of all non-financial Danish firms listed 
on the Copenhagen Stock Exchange during the period from 1983 to 2002, available in the “Account 
Data” database. The sample is restricted to firms with complete data for earnings, assets and other 
relevant balance sheet items for at least eight years in a row, and the most extreme are truncated.  
 
Since the time period 1983 to 2002 provides time series data from up to 20 years’ financial statements, 
one can question whether these data are really comparable over time. Considering this, it must be 
realized that Denmark is member of the European Union, and as a consequence of this, is obliged to 
implement the different EU-resolutions passed in relevant national legislation. The implementation of 
these EU-resolutions, especially the forth and the seventh EU-directive dealing with the content and 
format of financial reports and also has some specific provisions relating to disclosure, and additionally 
purely national adjustments in the Danish financial statement relevant legislation center around the years 
1981 and 1991/1992. This is why the initial time period is subdivided into two time periods, each of 
which is long enough to cover a complete business cycle, and inside which the legislative conditions are 
by and large uniform. 
 
All this yields a sample of 1,865 firm-years, divided by 137 firms in the two time periods, 117 in the 
first time period from 1983 to 1992, and 136 in the second time period from 1993 to 2002. 
 
*** Insert Table 1 *** 
 
Descriptive statistics and correlations are provided in Table 1. Here, as in the rest of the paper, all 
variables are scaled by lagged total assets in order to ensure that the data are at the same level. An 
examination of Panel A in Table 1 reveals that the descriptive statistics are in line with those of other 
studies using similar variables and time periods, e.g. Barth et al (2001) and Dechow & Dichev (2002). 
Earnt exceeds CFOt, implying that short-term accruals are mostly positive, which is not surprising given     Page 6 of 13 
that most firms are growing and therefore steadily increasing their working capital. Mean other working 
capital items are negative (-0.01) primarily because of the fact that main content is current liabilities. 
 
Compared to Dechow & Dichev (2002), this study brings the different relevant specific accruals, 
accounts receivable and inventory, into play. The correlation between these two specific accruals and the 
aggregated accruals are 0.53 and 0.66 respectively, signifying that both represent more than half of the 
change in the working capital thus confirming the importance of these two specific items. 
 
The Pearson correlations in Panel B in Table 1, part a, illustrate the relation between the sample 
variables and provide comparability with previous research, e.g. particularly Dechow & Dichev (2002). 
Specifically, there is a positive contemporaneous correlation between Proft and CFOt (0.45). However, 
the relation is not as strong as could be expected (as in similar studies), and the correlation between Proft 
and dWCt is found to be negative (-0.24). The correlation between net earnings (Proft) and earnings be-
fore long-term accruals, Earnt is found to be 0.55, which is lower than similar US-studies, reflecting that 
net earnings are very much influenced by long-term accruals, mainly depreciation, amortization etc. The 
correlation between CFOt and dWCt is also found to be negative (as expected) and quite high (-0.93). 
Consistent with Barth et al (2001) and Dechow & Dichev (2002), earnings and changes in working 
capital anticipate future cash flows from operations. It is notable that the simple correlation between 
dWCt and CFOt+1 is negative (-0.71), which can be explained by the negative correlation between dWCt 
and CFOt (-0.93) and the positive correlation between CFOt and CFOt+1 (0.85), which counteracts the 
expected positive relation between dWCt and CFOt+1. Since this present study splits the aggregated 
accruals measures into three more specific measures, it is very interesting to see that while the Pearson 
correlation to the Proft is –0.24 to the aggregate measure, it is 0.27, 0.38 and –0.65 to the three specific 
measures, accounts receivable, inventory and other working capital items, respectively, indicating a 
stronger relationship on the “individual” level. The relation between accounts receivable and inventory 
and earnings before long-term accruals (0.82 and 0.69 respectively) is even more distinct. Panel B, part 
b, shows that the relations between the original CFOs and the appropriately adjusted CFOs, especially 
the accounts receivable and inventory adjusted, are very high, 1.00 and 0.99 respectively. Even though 
the correction has to be made for mathematical reasons, it does not really change the past, present and 
future cash flow figures to be put into the model equation (1). Summarizing, the descriptive statistics 
and correlation results are generally in line with predictions and existing results. 
 
 
4.  Results 
4.1 Empirical measure of accrual quality 
In this section, results of regressions of the four different types of accruals on past, present and future 
cash flows from operations in the two sub-periods will be presented and discussed. In Table 2, firm-level 
regressions are presented to verify if the actual data support the basic assumptions. The coefficients for 
the aggregated model in the two time periods are presented, while adjusted R
2 for the specific accruals 
models are presented for comparability. Just like Dechow & Dichev (2002), all the absolute magnitudes 
of the coefficients are less than the theoretical value of the coefficients in equation (1), b0 = 0.00, b1 = 
1.00, b2 = -1.00 and b3 = 1.00 respectively. Presumably, according to the model, this is because of the 
measurement error in the independent variables. The downward bias is greater for the coefficients on 
past and future cash flows, and the means are statistically significant. The results for the aggregated 
accruals are reasonably comparable to the Dechow & Dichev (2002) results, despite the different 
accounting environments, showing for period 1, period 2 and Dechow & Dichev (2002) in parenthesis, 
mean b0 = 0.04 0.06 (0.04), b1=0.10 0.08 (0.17), b2 = -0.70 -0.64 (-0.62), b3 = 0.11 0.01 (0.09), and R
2 = 
0.49 0.59 (0.47)  
 
*** Insert Table 2 *** 
 
Nevertheless, in this study, it is interesting that the adjusted R
2 is larger and increasing from period 1 to 
period 2 (0.49 increasing to 0.59) compared to 0.47 in the US-study. Also the b2 coefficient, related to 
current cash flow, is nearer to the “theoretically” correct value (in both periods), compared to the US-    Page 7 of 13 
study, while the opposite is the fact regarding past and future cash flows. As a matter of fact, for this 
part (b1 and b3) there seems to be a reduced influence when comparing period 1 to period 2. Concerning 
the lower quartile, median and upper quartile observations, the same pattern as in Dechow & Dichev can 
be seen – the b0, b1, b2 and b3 coefficients increase (b1 and b3 starting negatively, becoming positive). 
 
Table 2 also shows the adjusted R
2 for the specific accruals models, accounts receivable accruals, 
inventory accruals and other working capital accruals (the b-coefficients are not shown). Since the 
accruals items in these three models in total reflect the total accruals, one would expect a smaller 
individual adjusted R
2 in the three models. Nevertheless, it is interesting to see how the (appropriately 
adjusted) cash flows from past, present and future periods map into inventory, accounts receivable and 
other working capital accruals. As expected, the two specific accruals, accounts receivable and 
inventory, both seem to explain a large part of the aggregated accruals model, but based on the present 
data set, one cannot conclude that either is the most important. Comparing the two periods, it is also 
interesting to observe the increase in the adjusted R
2 thus signifying better model value of especially the 
above two key items, which could also indicate that other possibilities than activity-based development 
in the accrual size, have fallen during the same time period. If this is in fact the case, the changes in the 
regulation set-up can be seen as successful, since the links are more significant. On the other hand, 
referring to the adjusted R
2 for the lower quartile, there are still many of the figures, for which the 
models are not appropriate. Re-running the regression controlling for sales growth (by including a 
growth term in the regression), just as a grouping the firms into industries, does not change these points. 
 
 
4.2 Relation between accrual quality and firm characteristics 
In the following section, the DD-model will be used when analysing the relation between accrual quality 
and some (classic) firm characteristics. The standard deviation of the residuals calculated based on 
equation (1) will be used as the firm-specific measure of accrual quality where a higher standard 
deviation signifies lower quality. These empirical measures of accrual quality are here utilized for 
alternative tests of earnings management, since the accrual quality (here formally the estimation errors) 
indicates whether earnings appear to be managed – be it intended or not. 
 
Mapping the relation between firm characteristics and the estimation errors is especially important since 
the DD-model regression approach requires information about future cash flows, which reduces its 
usefulness in many practical settings. Therefore, it is valuable to identify observable firm characteristics 
that can act as instruments for the tendency to make estimation errors. This point is complicated by the 
fact that some firm characteristics are likely to be correlated with the standard deviation of the residuals 
by construction (e.g. the standard deviation of accruals). However, this is not a concern, since the main 
interest is to identify relations between the unobservable estimation errors and observable firm 
characteristics, regardless of the source of the relation. 
 
Based on Dechow & Dichev (2002), existing theory and empirical results as well as economic intuition, 
the following observable classic firm characteristics hypotheses, H1 to H8, regarding the quality 
(magnitude of variation) of the accruals will be tested: 
 
•  H1:  The longer the operating cycle, the lower accrual quality.  
Longer operating cycles indicate potential uncertainty, need for more estimation and possibly also more 
errors of estimation, which leads to lower quality of accruals. This is measured by the variable average 
operating cycle. 
 
•  H2: The smaller the firm, the lower accrual quality. 
Large firms are usually expected to a) have relatively more stable and predictable operations and, 
therefore, fewer and smaller estimation errors, and b) be more diversified which leads to some various 
portfolio effects across business activities, which presumably reduce the potential relative effect of 
estimation errors. The size is measured by the variable logarithm of total assets. 
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•  H3: The greater the magnitude of sales volatility, the lower accrual quality. 
Sales volatility indicates a volatile operating business environment and the likelihood of greater use of 
approximations because of the reduced predictability which lead to (potential) relatively larger errors of 
estimation leading to relatively lower accrual quality. This is measured by the variable standard 
deviation of sales. 
 
•  H4: The greater the magnitude of cash flow volatility, the lower accrual quality. 
High standard deviation of cash flows from operations is another measure of high uncertainty in the 
business environment, indicating increased difficulties in estimating future operating cash flows and 
thereby increased likelihood of estimation errors. This is measured by the variable standard deviation of 
cash flow from operations. 
 
•  H5: The greater the magnitude of accrual volatility, the lower accrual quality. 
Since the present measure of accrual quality is derived as the standard deviation sresid of OLS-based 
regression residuals from accruals, accrual volatility and accrual quality are at least partly related by 
construction. This is measured by the variable standard deviation of change in working capital (dWC). 
 
•  H6: The greater the magnitude of earnings volatility, the lower accrual quality. 
Earnings are the sum of cash flows and accruals. Since the volatility of both components is already 
predicted to be negatively related to net earnings quality and not necessarily counterbalancing one-
another, greater volatility in earnings is also expected to signify lower accrual quality. This is measured 
by the standard deviation of net profits. 
 
•  H7: The greater the frequency of reporting negative net earnings, the lower accrual quality. 
Losses are indicative of severe negative shocks in the firm’s operating environment. Accruals made in 
response to such shocks are likely to involve substantial estimation error (e.g. restructuring charges and 
discontinuing activities). Thus, losses are indicative of the presence of low accrual quality. This is 
measured by the proportion of negative net profits. 
 
•  H8: The greater the magnitude of accruals, the lower accrual quality. 
More accruals simply indicate that more estimations have been made and thereby also potentially more 
errors of estimation, and as a consequence, lower quality of accruals is expected. This is measured by 
the variable average numerical value of the change in working capital, |dWC|. 
 
Table 3 provides results for these hypothesized relations in the second period. 
 
*** Insert Table 3 *** 
 
Panel A in Table 3 presents descriptive statistics of the four specific and aggregated accrual quality 
measures defined in section 2 as well as the variables representing the eight hypotheses, H1 to H8. 
When comparing these results with the equivalent in the Dechow & Dichev (2002) study, it should be 
noted that the results presented here are (slightly) higher except log(total assets). This cannot be fully 
explained by the fact that Dechow & Dichev (2002) are scaling by average total assets instead of lagged 
total assets. Instead, the explanations must be found in the difference in sample size (136 vs. 1,725 
firms), accounting principles, or fundamental economic conditions in DK vs. the US. In Table 3, results 
from period 2 are presented, but the same patterns were found in period 1. 
 
The size, mean and standard deviation of the aggregated accrual quality measure, sresid(dWC), are 
generally smaller than the three specific accrual quality measures, which could be interpreted as larger 
volatility on the individual level. Apparently this is levelled out (through some diversifying process) 
when the figures are aggregated. Further, for all four accrual quality measures, the median is 
significantly lower than the corresponding mean, signifying that at least some of the firms in the sample 
really have high loadings on the different accrual quality measures. 
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Panel B in Table 3 presents Pearson correlations between the four different measures of accrual quality 
and the firm characteristics. All correlations have the predicted signs, and are all significant at the 0.05 
level. In general the results confirm the Dechow & Dichev (2002) results, regarding sign as well as the 
relation between the mutual sizes of the correlation coefficients, despite of the fact that in general the 
sizes of the correlation coefficients are significantly lower than in comparable US-studies. Concerning 
the aggregated accruals quality measure, all correlations except standard deviation of sales (0.40) are 
lower than the Dechow & Dichev results suggesting a weaker relation between sresid and the eight 
commonly hypothesized firm specific earnings quality characteristics. The highest correlations are: For 
the standard deviation of net profits 0.64, average level of working capital change 0.44, the standard 
deviation of accruals 0.41, and the standard deviation of sales 0.41. Whether these correlations can be 
considered strong enough to be used as instrumental variables signifying accrual quality is a question for 
individual judgment.  
 
Regarding the relation between the specific non Dechow & Dichev (2002) accrual quality measures and 
the selected firm characteristics, the correlations are generally smaller signifying a weaker relationship 
than on the aggregated level. This is exactly as could be expected, but nevertheless, the relation 
sresid(dAR) to standard deviation of net profits is still quite high (0.42). In general the same pattern 
shows on the specific level as on the aggregated level, as to which firm characteristics have the strongest 
relation to the accrual quality measure. 
 
In Panel C in Table 3, it is investigated whether parsimonious combinations of all these firm 
characteristics capture accrual quality better than any individual variable. The baseline specification, 
model (1), regresses sresid on standard deviation of net profits, which is the variable with the highest 
correlation in Panel B and shows an adjusted R
2 of 0.41. Next, the volatility of earnings is decomposed 
into cash flow and accrual volatility, both of which are highly correlated with sresid in Panel B, both 
showing Pearson correlation coefficients of 0.41. However, model (2) indicates that the introduction of 
standard deviation on dWC, and standard deviation of CFO, even though earnings by definition is 
combination of accruals and cash, does not impose a better model, since none of the coefficients are 
significant at any acceptable significance level, leading to rejection of the model
4. Model (3) includes 
the volatility of working capital accruals and the volatility of net profits, with the R
2 increasing a little to 
0.42, but since the coefficient to the working capital accrual is insignificant, the volatility subsumes the 
explanatory power of the working capital accrual. Indeed, implementation of the Vuong (1989) test 
leads to the conclusion that model (3) is not significantly better than model (1)
 5. Finally model (4) 
regresses sresid on all remaining of the 8 introduced firm characteristics, H1 to H3 and H7 to H8. The 
adjusted R
2 is here 0.26, which is better than model (2), but it has to be considered that two of the 
coefficients, standard deviation of sales (H3) and average numerical size of dWC (H8) are not 
significant at the 0.05 level. The results presented are generally in line with the Dechow & Dichev 
(2002) results. 
 
*** Insert Table 4 *** 
 
Even though the results found here are quite comparable to those in Dechow & Dichev (2002), despite 
different accounting regulations environment in DK vs. in the US, one could always question if this is 
sheer coincidence that is if the relationships and conclusions found are stable over time. Likewise, since 
the regulative Danish surroundings have changed (been tightened) in 1992 leading to the split of the 
sample into two different periods in which the conditions are stable, the difference, if any, between the 
two periods is of high self-contained interest. In order to ensure complete comparability, the regressions 
in Table 3, Panel C, were re-run for exactly the same 116 firms that had full datasets in both periods. 
The results of this comparison is shown in Table 4, which generally show the same pattern as in Table 3, 
 
4 This conclusion lasts, even though it was found by the regression (results not presented here) that the model F-value is 
14.12, which is significant at a 0.0001 level. 
5 Vuong’s (1989) z-statistic compares models pair-wise as competing non-nested models. Reported probabilities for the z-
statistics are from a two tailed test, where a significant z-statistic indicates that the one model is rejected in favor of the other 
model.     Page 10 of 13 
Panel C. Measured by the size of the adjusted R
2, model (1) is definitely the best, and model (2) is not 
working and dismissed, while model (3) is marginally, and insignificantly, better than model (1). 
Implementation of the Vuong (1989) test does not lead to any revision of this conclusion. 
 
As a matter of fact, what is really interesting in the data presented in Table 4, is the dramatic increase in 
the adjusted R
2 in model (1) and (3) from period 1 to 2. There have been strict regulations in both 
periods, but the changes in the legislation between the two periods resulted in an enhanced regulation 
environment in period 2 compared to period 1. Since the study shows a higher adjusted R
2 in period 2 
than in period 1, one might conclude that stricter regulation influences the usefulness of the model 
positively. Equivalently, since the US-accounting environment is more stringent and has even higher 
adjusted R
2 scores, this opens up for the interesting conclusion that more regulation (less freedom) of the 
accounting disclosure affects the Dechow & Dichev (2002) model relationships positively. The intuitive 
and simple explanation could be that allowing for very different ways of doing the accounting closure 
introduces some noise, which is not captured in the independent variables in equation (1), but 
materializes in the residuals, and thereby contributes to an increased calculated sresid. 
 
 
4.3 Earnings quality and earnings-price ratios 
Even though the above evidence suggests the importance and usefulness of the DD-model accrual 
quality measure, it is not perfectly clear as to the relation between accrual quality and the firm 
characteristics. One way to gain further evidence is simply to ask how the market conceives this (lack 
of) earnings quality by linking the above accrual (and earnings) quality knowledge to some relevant 
equity market performance measure. Following Liu et al (2002) and Francis et al (2002), the multiple 
attached to earnings is often viewed as a shorthand valuation, which places a price on earnings. While 
there is scant empirical evidence on the relation between earnings quality and the price multipliers 
attached to earnings, intuition suggests that lower quality reporting leads to greater risk, which (if not 
diversifiable) results in lower price-earnings ratio, see ex. Penman (2001). If investors apply lower 
multiples to lower quality earnings, such earnings are expected to be associated with larger earnings 
price ratios. Building on this intuition, the relation between the two equation (1) OLS-regression-based 
earnings quality metrics defined in Section 2 and earnings-price ratios are investigated. In this context 
earnings-price (EP) ratios, as opposed to price-earnings (P/E) ratios, will be used to address concern 
over the effects of small values of earnings in the denominator. When calculating the EP-ratios, two 
separate earnings measures will be used, calculating two EP-ratios, using the profit and loss statement 
bottom line net profit (Prof) as well as the earnings before long-term accruals (Earn) as the earnings 
figures in the nominator. Finally, the mean EP-ratio is calculated during the same period as the different 
sresids are developed and calculated.  
 
Based on Alford’s (1992) finding that industry membership or a combination of risk and earnings 
growth works equally well in selecting comparable firms, industry-adjusted ratios are usually used in 
studies like this, like Francis et al (2002). Firm j’s industry-adjusted EP ratio would then be calculated as 
the difference between its EP ratio and the median industry EP ratio in year t. But since the number of 
firms in this present study is quite limited, only 136, the number of companies in each industry would be 
too small, which addresses the question that even though Alford’s concern is relevant, it does not make 
sense to split the present dataset into industries. Therefore, in the following, the Danish market will be 
regarded as a whole.  
 
*** Insert Table 5 *** 
 
Table 5 provides results for the hypothesized relations. Panel A presents Pearson correlations between 
the two earnings quality measures, each of which having net profits as well as earnings before long-term 
accruals as basis and the four accrual quality measures (in both time periods). While most correlations 
have the expected signs, some of the specific accrual quality measures are not significant at any relevant 
level. Where the correlation coefficients for both net profits and earnings before long-term accruals are     Page 11 of 13 
significant, the net profit figures are larger indicating that the market primarily does look at the bottom 
line (net profits) in the profit-and-loss-statement. 
 
In panel B in Table 5, the mean value of the aggregated accrual quality-based EQ measures for each 
quintile of ranked EQ distributions are reported together with the EP-ratios calculated by net profit and 
earnings before long-term accruals. Results are presented for both sets of EQ-measures in both periods 
showing that for the net profit as well as for the earnings before long-term accruals based EP-ratio 
metrics, the poorest earnings quality firms (firms in Q5) have the largest EP-ratio, and the difference 
between the mean EP-ratio for the worst earnings quality quintile (Q5) is significantly larger than the 
mean EP-ratio for the best earnings quality quintile (Q1). This holds for different significance levels 
where the relationship is clearer for Prof than Earn. Across both EQ-calculation procedures and 
specifications, the results show that firms with larger EQ scores (indicating lower earnings quality) have 
larger earnings-price ratios, meaning that investors pay less for lower earnings quality.  Some of the 
coefficients are not fully significant, but the tendency is clear. This is also in accordance with the results 
in the Francis et al (2002) study. 
 
In panel C in Table 5, the above analysis has been taken a step further, since the accrual quality 
dimension replacing aggregated accruals with inventory accruals, accounts receivable accruals and other 
working capital accruals is introduced. The results for one of the earnings quality metrics (EQ2) and net 
profit (Prof) in period 2 are shown here, and the results of the other combinations are qualitatively 
similar. By going through the same process as before, the data are split into quintiles by ranking the EQ-
distribution for the four different accrual quality measures. The results for the aggregated dWC in Panel 
B are repeated and of course still significant on a 0.05 level, showing that the poorest earnings quality 
firms (firms in Q5) have the largest EP-ratio, and that the difference between the mean EP-ratio for the 
worst earnings quality quintile (Q5) is significantly (at the 0.05 level) larger than the mean EP-ratio for 
the best earnings quality quintile (Q1). A comparable analysis process was carried out for the other three 
accrual measures leading to the same pattern – firms with larger average earnings quality-scores 
(signifying lower earnings quality) have larger earnings price ratios. Like aggregated accrual quality, the 
results for accounts receivable and inventory accruals are significant at a 0.05 level, while other working 
capital accrual is not significant at any reasonable significance level. This indicates that the market is 
aware of these accrual estimation error issues, since they apparently materialise into the EP-ratios 
presumably via the market price, P, representing what investors are willing to pay for firms, given some 
earnings quality level.  However, even though the overall conclusion is clear, the steadily developing 
pattern in the calculated EP-ratios from Q1 to Q5 is not completely unequivocal for these three specific 
accrual quality measures. 
 
Overall, the results presented in Table 5 indicate that in the present sample, it could be observed that the 
quality of reported earnings as measured by the DD-model-approach affect the way investor price 
earnings at different reasonable significance levels.  
 
 
5.  Summary and conclusion 
In general, the Dechow & Dichev (2002) model, and the ideas behind this model, offers a good 
description of the relationship between accrual (earnings) quality, and some traditional firm 
characteristics usually considered to offer reasonable expression of earnings quality. Not surprisingly, 
since the management’s most significant degrees of freedom in the accounting choices and estimates can 
be observed during the valuation of accounts receivable and inventory, these two specific assets 
contributes the most to the relationship in the present study. 
 
Further, since the modelling relationship improves from period 1 to period 2, it is obvious to conclude 
that the regulation tightening in period 2 relative to period 1 is important for the model’s plausibility. 
This is also in line with the fact that the relations in the US are even more significant while the 
accounting regulative environment is more tightened in the US. Presumably due to reduction of the     Page 12 of 13 
numerous different possibilities of estimating the accounting figures, noise in the model is reduced as 
well. 
 
In general on the aggregated level, the findings in this study confirm the Dechow & Dichev (2002) 
findings that there are some and relevant (significant) relationships. As a whole, the findings suggest and 
support the assumption that further modelling of the relation between accruals and cash flows will 
probably yield substantial improvements in the ability to understand the factors that influence earnings 
quality. This might also yield improvements in the ability to test for management’s exercise of discretion 
over accruals, which has been the key issue for the majority of the earnings management studies so far. 
 
Concerning the pricing of securities in the capital market, this reflects the awareness of earnings quality, 
since it was found that lower quality earnings are associated with smaller price multiples on net 
earnings. Equivalently, the above conclusions show that the market considers the specific measures, 
accounts receivable accruals and inventory accruals, important in this valuation. 
  
Summarizing, it was found that the average Danish company behaviour, when investigating the 
existence of earnings and accrual quality, was quite similar to the behaviour, which was earlier found in 
the US.  Indeed, some of the analysis here, especially concerning accounts receivable accruals and 
inventory accruals, represents an important improvement of the earlier US-studies. There is no doubt 
that the perspective of all the results presented here must be interpreted as indicating that differences in 
earnings quality have consequences when analysts read and understand the informational content in 
financial statements, whether the differences are intended or not – maybe management should focus 
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Standard Lower  Lower  Upper Upper
Mean deviation decile quartile Median quartile decile
Cash flow from operations CFO(t) 0.0534 0.8453 -0.0431 0.0317 0.0866 0.1403 0.1997
Change in working capital dWC 0.0589 0.8646 -0.0688 -0.0216 0.0109 0.0482 0.1147
Change in accounts receivable dAR 0.0328 0.3153 -0.0347 -0.0070 0.0078 0.0350 0.0752
Change in inventory dINV 0.0336 0.4500 -0.0351 -0.0049 0.0052 0.0305 0.0721
Change in other working capital items dWCO -0.0075 0.7066 -0.0949 -0.0400 -0.0091 0.0188 0.0550
Net profit (earnings) Prof(t) 0.0365 0.2102 -0.0284 0.0141 0.0419 0.0719 0.1009
Earnings before long-term accruals Earn(t) 0.1123 0.3153 0.0091 0.0578 0.1016 0.1451 0.1953
Inverse to total assets 1/TA(t-1) 0.0127 0.2367 0.0002 0.0006 0.0019 0.0057 0.0116
Panel B, part a: Pearson correlations
dWC  CFO(t-1) CFO(t) CFO(t+1) Prof(t) Earn(t) dAR dINV
CFO(t-1) -0.6154
CFO(t) -0.9322 0.7457 
CFO(t+1) -0.7069 0.9032  0.8475
Prof(t) -0.2360 0.7975 0.4454 0.6346 
Earn(t) 0.2428 0.3118  0.1247 0.3339  0.5469
dAR 0.5322 0.0125
* -0.2374 -0.0018
* 0.2685 0.8227 
dINV 0.6615 0.0342
* -0.4105 -0.1294 0.3787 0.6857  0.8699
dWCO 0.5712 -0.7803 -0.7733 -0.7818  -0.6498 0.0084
* -0.3491 -0.2280
Panel B, part b: Pearson correlations
CFO- CFO-    CFO-
dWC   dAR dINV dWCO CFO(t)  AR(t)  INV(t)  WCO(t) 
dAR 0.5322
dINV 0.6615 0.8699
dWCO 0.5712 -0.3491 -0.2280
CFO(t) -0.9322 -0.2374 -0.4105 -0.7733
CFO-AR(t) -0.9377 -0.2182 -0.4016 -0.7942 0.9956
CFO-INV(t) -0.9149 -0.1813 -0.3097 -0.8413 0.9870 0.9903
CFO-WCO(t) -0.9573 -0.6956 -0.8211 -0.3380 0.8469 0.8363 0.7901
All Pearson correlations significant at the 0.01 level, except those market with a *.
All variables are scaled by lagged total assets.
Descriptive statistics and correlations for 1,865 basic firm-year observations
1983 to 2002
TABLE 1Firm-specific regressions Other wor-
Accounts king capital
Working capital (aggregated) receivable Inventory items
Period 1: (dWC) (dAR) (dINV) (dWCO)





Mean 0.0386 0.0971 -0.6967 0.1139 0.4947 0.0918 0.1323 0.0682
Lower quartile -0.0009 -0.0969 -1.0027 -0.0480 0.3188 -0.3179 -0.3031 -0.3557
Median 0.0446 0.0729 -0.7174 0.0683 0.6763 0.2285 0.2156 0.1426
Upper quartile 0.0840 0.3024 -0.3802 0.3203 0.8918 0.6644 0.6712 0.5675
Period 2: (dWC) (dAR) (dINV) (dWCO)





Mean 0.0640 0.0808 -0.6437 0.0118 0.5854 0.2051 0.1633 0.2760
Lower quartile 0.0108 -0.1137 -0.9773 -0.1347 0.3799 -0.1243 -0.2176 -0.0645
Median 0.0554 0.0670 -0.6865 0.0360 0.7169 0.2470 0.2026 0.3240
Upper quartile 0.0968 0.3145 -0.3100 0.1791 0.9326 0.6842 0.7165 0.6692
and period 2 contains data from 136 companies in 1993 - 2002
TABLE 2
Regressions of the change in working capital on past, current and future cash flow
from operations for 1,865 firm-years between 1983 and 2002 divided in two sub-periods.
Period 1 contains data from 117 companies in 1983 - 1992, TABLE 3
Descriptive statistics and the correlation between quality of four working capital accruals
(sresid) and selected firm characteristics for 136 firms between 1983 and 2002 divided in
two sub-periods. Results from period 2, 1993 - 2002, are shown.
Panel A: Descriptive statistics
Standard Lower Lower  Upper Upper
Mean deviation decile quartile Median quartile decile
Standard deviation of the  dWC 0.0308 0.0282 0.0062 0.0139 0.0243 0.0398 0.0602
residuals (sresid) dAR 0.0329 0.0347 0.0054 0.0128 0.0213 0.0411 0.0758
dINV 0.0309 0.0389 0.0021 0.0097 0.0203 0.0339 0.0699
dWCO 0.0430 0.0489 0.0098 0.0172 0.0307 0.0453 0.0997
Average operating cycle H1 158 107 65 103 132 188 244
Log (Total Assets) H2 2.8803 0.6848 2.0998 2.3825 2.7998 3.3376 3.8005
Standard deviation of sales H3 0.6772 3.4600 0.0853 0.1353 0.2236 0.3437 0.7274
Standard deviation of CFO H4 0.1998 0.5625 0.0351 0.0473 0.0734 0.1374 0.3362
Standard deviation of dWC H5 0.1881 0.7327 0.0230 0.0394 0.0637 0.1100 0.2044
Standard deviation of net profit H6 0.0756 0.1373 0.0128 0.0230 0.0361 0.0755 0.1366
Proportion of earnings that are  H7
negative for each firm 0.1627 0.2114 0.0000 0.0000 0.1111 0.2222 0.4365
Average |dWC| H8 0.1019 0.2616 0.0187 0.0322 0.0537 0.0829 0.1703
Panel B: Pearson correlations between the standard deviation of residuals
of accrual quality measures and selected firm characteristics.
Average Log  Stand. Stand. Stand. Stand. Prop  of
operating (total deviation deviation deviation deviation negative Average
cycle assets) sales CFO dWC profit net profits |dWC|
    sresid - dWC 0.10 -0.33 0.40 0.41 0.41 0.64 0.29 0.44
               - dAR 0.15 -0.38 0.23 0.26 0.24 0.42 0.23 0.29
               - dINV 0.12 -0.31 0.28 0.26 0.31 0.26 0.25 0.37
               - dWCO 0.05 -0.25 0.14 0.27 0.18 0.29 0.26 0.25
Panel C:  Regressions where the dependent variable is the standard deviation of the




Model (1) Intercept profit dWC CFO Adj. R
2
dWC Coefficient 0.0208 0.1319 0.410
(t-statistic) (9.81) (9.73)
dAR Coefficient 0.0250 0.1049 0.166
dINV Coefficient 0.0253 0.0743 0.062
dWCO Coefficient 0.0351 0.1045 0.079
Model (2)
dWC Coefficient 0.0271  0.0077
*  0.0113
* 0.163
(t-statistic) (11.36) (0.97) (1.09)
dAR Coefficient 0.0297  -0.0008
*  0.0172
* 0.055
dINV Coefficient 0.0286  0.0237 -0.0104
* 0.084
dWCO Coefficient 0.0367 -0.0308 0.0606 0.090
Model (3)
dWC Coefficient 0.0200 0.1605  -0.0071
* 0.420
(t-statistic) (9.28) (7.78) (1.83)
dAR Coefficient 0.0240 0.1382 -0.0082 0.173
dINV Coefficient 0.0269  0.0199
* 0.0134 0.082
dWCO Coefficient 0.0344 0.1290 -0.0061
* 0.076
Prop  of Stand. Average Log 
negative deviation Average operating (total
Model (4) Intercept net profits sales |dWC| cycle assets) Adj. R
2
dWC Coefficient 0.0493 0.0237   0.0007
*  0.0321
* 0,0000 -0.0087 0.255
(t-statistic) (4.48) (2.06) (0.41) (1.51) (0.31) (2.65)





dINV Coefficient 0.0508  0.0232
*  -0.0038
* 0.0930  0.0000
* -0.0107 0.198
dWCO Coefficient 0.0647 0.0494 -0.0070 0.1199  0.0000
*   0.0103
* 0.141
All variables, except average operating cycle, are scaled by lagged total assets.
All variables are significant on a 0.05 level, except those marked with a *TABLE 4
Regressions where the dependent variable is the standard deviation of the aggregated
accrual quality residuals (sresid) and the independent variables are firm characteristics.
116 identical firms in period 1 and 2.
Stand. Stand. Stand.
deviation deviation deviation
Model (1) Intercept profit dWC CFO Adj. R
2
Period 1 Coefficient 0.0282 0.0346 0.160
(t-statistic) (13.46) (4.75)
Period 2 Coefficient 0.0217 0.1315 0.423
(t-statistic) (9.20) (9.24)
Model (2)
Period 1 Coefficient 0.0288 -0.0249
* 0.0299
* 0.155
(t-statistic) (13.49) (1.06) (1.45)
Period 2 Coefficient 0.028 0.0073
* 0.0115
* 0.165
(t-statistic) (10.39) (0.87) (1.05)
Model (3)
Period 1 Coefficient 0.0283 0.0288
*  0.0016
* 0.151
(t-statistic) (13.09) (1.21) (0.25)
Period 2 Coefficient 0.0208 0.1632 -0.0077
* 0.436
(t-statistic) (8.75) (7.48) (1.90)
All variables are scaled by lagged total assets.
All variables are significant on a 0.05 level, except those marked with a *Panel A: Pearson correlations
dWC dAR dINV dWCO dWC dAR dINV dWCO
     EQ 1 - Prof   0.1835   0.0177
*   0.0027
*  -0.0205
* 0.1933   0.0198
*   0.0111
*  0.0019
*
                     Earn   0.1026   0.0244
*   0.0288
*  -0.0011
* 0.0765   0.0069
*   0.0003
* -0.0094
*
EQ 2 - Prof   -0.3265  -0.0093
*  -0.0665
0 -0.3337 -0.2305 -0.0743  -0.0590
0 -0.0325
*
                    Earn   -0.2021 -0.0741 -0.1070 -0.1578 -0.1191 -0.0947 -0.1015 -0.0438
*
Panel B: Earnings-Price ratios, partitioned by sorted EQ-metrics, divided 
and averaged in quintiles
EQ 1 Q1 Q2 Q3 Q4 Q5 Diff. t-stat.
Period 1 Avg. EQ -0.0462 -0.0120 -0.0004 0.0105 0.0479
Prof. EP -0.0323  0.0641  0.0783 0.1001 0.0574 0.0897 3.54
Earn. EP  0.0936  0.2163  0.2455 0.2726 0.2116 0.1180  1.99
0
Period 2 Avg. EQ -0.0495 -0.0105 0.0004 0.0117 0.0479
Prof. EP -0.0626  0.0985 0.1037 0.1526 0.1330 0.1956 4.40
Earn. EP  0.2377  0.3507 0.3263 0.4876 0.3583 0.1206  1.31
*
EQ 2 Q1 Q2 Q3 Q4 Q5 Diff. t-stat.
Period 1 Avg. EQ  0.0083 0.0153 0.0250 0.0370 0.0608
Prof. EP -0.1589 0.0258 0.0629 0.0750 0.0489 0.2078 5.63
Earn. EP -0.0081 0.1645 0.2398 0.2124 0.4225 0.4306  1.32
*
Period 2 Avg. EQ 0.0053 0.0149 0.0243 0.0367 0.0751
Prof. EP 0.0029 0.0143 0.0907 0.1031 0.1177 0.1148 2.13
0
Earn. EP 0.1374 0.4045 0.2488 0.4406 0.3014 0.1640 1.40
*
Panel C: Earnings-Price ratios, partitioned by sorted EQ2-metrics, divided 
and averaged in quintiles in period 2
Partioning
variable Q1 Q2 Q3 Q4 Q5 Diff. t-stat.
EQ2 - Period 2 dWC  Avg. EQ 0.0053 0.0149 0.0243 0.0367 0.0751
Prof. EP 0.0029 0.0143 0.0907 0.1031 0.1177 0.1148 2.13
0
EQ2 - Period 2 dAR  Avg. EQ  0.0500 0.0144 0.0223 0.0378 0.0989
Prof. EP -0.0275 0.1080 -0.1365 0.4390 0.1292 0.1567 2.39
0
EQ2 - Period 2 dINV  Avg. EQ  0.0024 0.0109 0.0208  0.0342 0.1012
Prof. EP -0.0145 0.0506 0.1405 -0.1404 0.1465 0.1610 1.76
0
EQ2 - Period 2 dWCO  Avg. EQ 0.0084 0.0191 0.0306 0.0458 0.1320
Prof. EP 0.0334 0.1080 0.1560 0.1070 0.1032 0.0698 1.45
*
All variables are scaled by lagged total assets.
All variables are significant on a 0.05 level, except those marked with a *
All variables are significant on a 0.01 level, except those marked with a 
0
EQ Quintile (1=High EQ score; 5=Low EQ score) Q5 - Q1
TABLE 5
Tests of the association between earnings quality and earnings-price ratios
for 1,865 firm-years observations between 1983 and 2002
Q5 - Q1 EQ Quintile (1=High EQ score; 5=Low EQ score)
Period 1 Period 2 
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